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The theoretical vision of the FDI influence over
the distribution of the income and the economic
growth.

The FDI as a redistributive and growth
trigger factor in developing countries.

In this paragraph, initially we state the
neoliberal arguments and its main theoretical
base- the neoliberal theory. This paperwork
glimpses the foreign direct investment flow as
an advantage for growth and income
distribution.

Additionally, we set out a growth model
limited by the balance of payments considering
the capital flow. In this kind of models, the
debt flows or volatile investment flows balance
the current account deficit and trigger the
economic growth in the short term,
nevertheless, they cannot ensure a sustained
growth, contrary to the FDI flows, which
besides triggering economic growth; represent a
more sustainable financing source.

Orthodox postulates

According to the liberal approach the
interdependency relationship between
developed and developing countries, through
commerce, investment flows and job division,
not only affect the last ones, but also tends to
favour them. Particularly, through the
investment flows, the less developed economies
acquire higher possibilities of accessing
international markets, as well as capital and
technologies. Additionally, investment flows
contribute to the capital formation (Gilpin,
1987: 266-267).
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Once the developing economies identify
the benefits of the investment flows, they
improve their efficiency to attract more capitals,
reason why foreign investment produces an
attitude change in the institutions and the
productive sector.

On the liberal theory, the opening of
markets, understood as merchandise and
investments  flows, promotes a better
distribution of income for two main reasons.
The first one is the promotion of exportation,
employment and economic growth;
consequently, it allows the acquisition of
additional resources that facilitate the income
distribution. The second one is the facilitation
of the market opening and the price mechanism,
which allows distributing the resources with
more efficiency.

The angular politics of liberal theory is
the trade opening (Corden 1993). Regarding
economic growth, trade opening allows access
to imported capital goods in more favorable
terms, which drives technological
modernization, productivity and hence growth.
This policy is also assumed as a boost to
exports and as a base for providing growth
directed by exportation. In turn, the
commercial balance is given by a flexible
exchange rate.

The theoretical foundation that supports
the distributional effect of trade is the Stolper-
Samuelson theorem (FitzGerald 1996, 32). In
this neoclassical two-factor model- capital and
employment-, the liberalization of foreign trade
increases the demand of the abundant and low
cost factor, because exports and imports are
adjusted according to the orthodox principle of
comparative advantage.
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In contrast, scarce and expensive factor
is used less. As a result, this mechanism
increases the return factor used more in the
exportation factor and which is in turn more
abundant. Conventionally it is assumed that this
factor is unskilled labor in developing
countries, consequently their return rate is
increased through salaries and income
distribution is improved.

In the orthodox theory, trade opening
and capital flow opening are two policies that
complement themselves because with the
release of foreign investment large foreign cash
flows are expected, which are accompanied by
technology transfer, organizational skills, and
improvements in efficiency and productivity.

Additionally, cash flows are expected to
mobilize external savings, supplementing
domestic savings and triggering more
investment and higher growth (Griffith-Jones
1996, 27). At the same time, foreign investment
emerges as a financing source; which enables
the proportion of credit bank to fall.  This
pattern opens the possibility of assigning more
resources for both the private and public
expenses. In this regard, large flows of foreign
investment stimulate export expansion, making
them more competitive, and eventually they
generate more growth. In the orthodox model,
the distributive effect of foreign investment is
achieved through capital flow, which according
to the principle of comparative advantage, is
mainly directed towards the production of
exportable goods. As mentioned previously, the
production of these goods uses mostly the
abundant and low cost factor, which is assumed
to be the unskilled labor in developing
countries.
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The Neoliberal model

In Latin America and Mexico after the debt
crisis in 1992 and with the collapse of the
import-substitution model, based primarily on
structural changes through  protectionist
policies, the trade opening models, based on
liberal orthodox theories, gained importance.
Even the theoreticians of The Economic
Commission for Latin America (ECLA), at one
time the most enthusiastic promoters of
protectionist policies, have begun to favor
economic  opening strategies  economics
(Edwards 1993, 1359). Moreover, multilateral
financial institutions such as World Bank and
the International Monetary Fund have
conditioned developing countries to implement
economic opening policies in order to receive
financial assistance. John Williamson (1990)
named “the Washington Consensus” to the
ensemble of reforms that multilateral financial
institutions and  official  organism  of
Washington  considered appropriated  for
countries affected by the debt crisis. The
strategies of this economic model of neo-liberal
style can be resumed as economic
liberalization,  deregulation of  markets,
privatization and fiscal discipline. This model
took vital importance in the Latin American
sub-continent where structural reforms aimed at
opening markets with were applied in depth and
at an accelerated pace.

One of the policies implemented was the
opening of the capital account, which was
accompanied by the liberation of the capital
market and the privatization of public
enterprises.

These actions aimed to the huge direct
foreign investment and portfolio capture in
countries affected by the crisis, and in this way
reduce their endebtness level and improve their
economic growth and income distribution.
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Growth model constrained by the
balance of payments

This model was first developed by Thrilwall
(1979) and pretended to explain the difference
of growth rate between countries. It is based on
the idea that developing  countries,
characterized by low-income elasticity of
exports and high-income elasticity of imports,
tend to grow at lower rates than developed
countries, which have opposite commercial
properties. The model shows that a country
with a high propensity to import and low-
income elasticity of exports tends to fall in
trade deficit, which restricts its growth. Trade
deficit can be balanced with debt or portfolio
investment. The first one is not sustainable in
the long term and the second one creates
volatility and risks of financial crises. Another
way to compensate a trade deficit is incurring
devaluation processes of the local currency;
nevertheless, this process generates inflation,
besides the effect of the devaluation on the
current account is diluted in the short term.
FDI, on the other hand, does not have high
levels of volatility as a portfolio investment and
does not accelerate inflation as a devaluation
process could do; additionally, it does not
destabilize the macroeconomic and does not
dilute public expenditure through the payment
of interests, as the debt contracting would do.

In this sense, FDI represents a better
option to balance the current account deficit and
in this way can contribute to suppress
constraints to growth.
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FDI as a factor of economic polarization

A series of arguments found in literature
review about FDI flows, these arguments
emphasize that investment flows to developing
countries may eventually cause economic
inequality. In this sense it is argued that the
privatization of state enterprises and FDI
release stimulate a series of mergers and
acquisitions across borders, creating dominant
positions and oligopolistic markets. This
practice is paradoxically opposite to one of the
basic postulates of liberal theory-competitive
markets. Additionally, the possibility of the
existence of this economic behavior decreases
the market power of small and medium
enterprises (SMEs) and leads to deterioration of
the domestic industry and concentration of
capital.! Similarly, the ability of Multinational
Corporations (MNCs) to organize
transnationally production or change their
production bases to benefit from low-wage
areas, increases corporate power in relation to
the labor power and exerts a downward
pressure on wages and working conditions.?

Moreover, the race to attract new
investment or to hold MNCs may result in
subsidy packages, downward pressure on
corporate taxes and income taxes, and generally
in tax incentives and tax cuts.

This trend has two significant adverse
consequences.

! Una discusidn sobre la expansion y retos de fusiones y
adquisiciones transfronterizas se puede ver en United
Nations Conference on Trade and Development
(UNCTAD), World Investment Report (2000, 15-28).

2 Una elaboracién acerca del balance de poder entre el
capital y la mano de obra se puede ver en Held et al.
(1999, 278-280).
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First, policies specifically designed to
serve the interests of MNCs could cause an
evaporation of the tax base that in the end
restricts social and redistributive spending
(Bailey et al. 1998, 296). Second, the tax
preferential treatment and other incentives to
induce the flow of FDI can put the local
industry at a disadvantage and may cause a
distortion affecting domestic investment. Such
differences and distortions between the return
to domestic and foreign capital can have a
strong negative effect on growth, employment
and redistribution.

On the other hand, the operation of
MNCs can have an impact in different ways the
effectiveness of government economic policy
and macroeconomic management. Held and
others (1999, 276-7) particularly highlight two
forms. First, the effectiveness of domestic
monetary policy can be compromised when the
MNCs earn credits abroad when the domestic
interest rate is high, or vice versa, can take
advantage of a low rate of interest to finance
domestic projects abroad. Second, MNCs can
also play a decisive role in the exchange rate

policy.

In this sense, although speculators are
who normally initiate a speculative attack on a
local currency, MNCs and institutional
investors may abandon the currency simply as a
precaution; however, the pressure they could
excerse on the exchange rate may have adverse
and irreversible consequences.

Therefore, if Exchange Rate and
currency policy of a country are directed to
stabilize the macro economy and make more
efficient the income, to subsequently undertake
redistributive actions and facilitate better
allocation of resources, then the erosion and
weakening of government policies may
jeopardize the income distribution.
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In general, the critical arguments of FDI
indicate that the increasing bargaining power of
MNCs, the race to bring or retain foreign
investment, and the erosion of national
macroeconomic policy, which can be caused by
the actions of MNCs are factors that may
adversely affect the income distribution.

Alternative views aimed at study the
determinants of FDI argue that geographical
aspects influence investment flows. In this
regard Redding and Venables (2004) show that
firms do not necessarily move their investments
to areas characterized by low wages, as liberal
theory would suggest, conversely firms may
prefer regions with better access to markets and
suppliers

Additionally, they show that the
geographic characteristics and their influence
on the mobility of firms and plants help to
explain variations on the per capita income
across countries and regions.

In this sense, Ma (2006) shows that the
concentration of foreign firms in regions with
better access to international markets and
suppliers of intermediate goods is significant in
explaining wage inequality across regions in
China.

Additionally, socioeconomic  and
demographic factors influence investment
flows; thereon, firms may prefer to move their
production to regions with better infrastructure
and increased supply of skilled labor.
Therefore, if we assume that FDI promotes
economic growth, this selectivity of investment
flows may contribute to increase economic
inequality within and between countries
(Addison and Almas 2003).
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Another ensemble of critical literature
argues that FDI investment with relative biases
of technology increases wage dispersion in host
countries (Wu 2001.) Additionally, it is noted
that foreign firms pay higher wages than the
domestic firms to workers with equivalent
features, this statement holds even after adding
controls on firms and workers in the statistical
analysis. This results from higher productivity
of foreign firms and concludes that these wage
changes help to explain the growing income
inequality in countries that have opened trade
and deregulated FDI flows (Girma et al. 2001,
Martins 2004).

Therefore, geographic, socioeconomic
and demographic diversity across regions and
countries receiving FDI are perceived as factors
that can turn investment flows selective and
thus promote economic inequality.

Additionally, the existence of a wage
premium in foreign firms and that FDI can have
technological biases are factors that can alter
the income distribution within and between
countries.

Preliminary analysis of Information
Indicators used

In order to assess the relationship between FDI
and economic growth and the distribution of
intra-and inter-regional income in Mexico, we
used four types, four types of indicators by state
were used, during the 1996-2006 period. First,
FDI, stated in millions of dollars, is integrated
with the amounts reported to the national
register of foreign investment of the Mexican
government; the source is the National Institute
of Statistics, Geography and Informatics
(INEGI 2008 for its acronym in Spanish).

ISSN-Print: 2007-1582- ISSN-On line: 2007-3682
ECORFAN® Al rights reserved.

August 2010 Vol.1 No.1 1-16

The FDI per capita is also used;
population figures from the National Population
Council (CONAPO for its acronym in Spanish)
(2008) are used for its calculation. The second
includes indicators of economic growth and
level of income expressed by GDP in thousands
of pesos at 1993 prices and GDP per capita;
additionally, both indicators are included in its
logarithmic form. GDP is obtained from INEGI
(2008) and GDP per capita is obtained by own
calculations adding CONAPO population data
(2008).

The third indicator is to assess the
evolution of income distribution between
regions; in this case, an index of regional
inequality that in turn uses GDP per capita,
which is defined below is used:

lit = Yort - Vit (@)

Where | is the regional income inequity,
I is the state, t the period of time, yit is the GDP
per capita for each state in the period t, finally
yort is the GDP per capita log for Mexico city
(CDM) in the period of time t; the CDM is the
state with higher income per capita of the
sample during the analyzed period of time.

This index was first used by Chatterji
(1992) to determine the trend of the income gap
in a sample of countries, most recently has been
used by Rodriguez-Oreggia and Costa-i-Font
(2002) to assess regional inequality in Mexico,
product of public investment. The index is
strictly represented in positive numbers because
it takes as an entity or reference country that
who has higher income per capita, therefore
only will exist an element of the sample with
difference equal to zero and this is the reference
element, the CDM in our example.
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The fourth variable that is incorporated
in the analysis is the Gini coefficient and this is
used to measure the intra-regional income
inequality. Two databases are incorporated, the
first is given by own calculations following the
procedure suggested by Yao (1999), the sample
covers four periods (1994, 1998, 2002 and
2006). The second is obtained from Aguilar
(2008), in this case the sample comprises six
periods (1994, 1996, 1998, 2000, 2002 and
2004). In both cases, the source of information
is the National Household Income and
Expenditure (ENIGH for its acronym in
Spanish) built by INEGI and published every
two years. 3

Evolution of indicators

In this section, we show descriptively the
evolution of the previously mentioned
indicators. Figure 1 shows the historical trend
of FDI; on it, a remarkable growth between
1994 and 2001, from 10646.9 to 29528.1
million dollars, is observed.

Subsequently FDI flows decrease but

remain higher than those recorded in the initial
periods.

Figmal_:

2004 |
2005
2006

2000
2001

2002 |
2003 |

Graphic 1

Source: Elaborated by the author with information from
INEGI (2008)

3 EI ENIGH se publicé por primera vez en 1984, posteriormente
se publicé hasta 1989 y a partir de 1992 se ha publicado cada
dos afios, a excepcion de 2004, 2005 y 2006 que se construyo
de manera consecutiva.
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Chart Al in the appendix shows the FDI
flows, in descendent order, by state. It can be
seen that states with greater capture of
investment are Mexico City, Nuevo Leon, State
of Mexico, Baja California and Chihuahua in
that order. These five states capture 84.0
percent of FDI flows to country in the period.
Mexico City is by far the largest state attracting
investment concentrating the 58.4 percent of the
flows; however, the trend is downward since in
1994 it captured 71.4 percent while in 2005 and
2006, the proportion dropped to 44.4 and 53.5
percent respectively.

By contrast, states with lower capture of
investment, in descending order are Michoacan,
Campeche, Zacatecas, Chiapas and Oaxaca, in
whole; they receive only 0.25 percent of the
investment flow nationwide.*

These data are consistent with the
arguments that emphasize geographic and
socioeconomic conditions as determinant of
FDI.

Of the five states with more investment
flows, two of them (Mexico City and Mexico
State) are part of the large market represented
by the urban area of Valley of Mexico, while
the remaining three are north bordering states
so they have a better position with respect to
the U. S. market.

4 Cuando se realiza este ejercicio pero considerando IED per
capita los resultados son muy similares. Las entidades con
mayor captacion de IED por persona son Ciudad de México,
Nuevo Leodn, Baja California Norte, Baja California Sur y
Chihuahua en ese orden. Es decir, solo se excluye el Estado de
México y entra Baja California Sur, quedando cuatro estados
norfronterizos y uno del Valle de México. Por otra parte, los
estados con menor captacion de IED por persona en orden
descendente son Hidalgo, Zacatecas, Veracruz, Michoacan y
Oaxaca, solo se excluyen dos estados, Chiapas y Campeche y
entran Veracruz e Hidalgo, de cualquier forma, los estados de la
nueva lista no tienen colindancia con mercados mayores como
el de Estados Unidos o el del Valle de México.

Angeles G. The relation between foreign direct investment with the growth
and inequity of the income: a regional analysis for Mexico. ECORFAN
Journal-Mexico 2010, 1-1: 1-16



Article

8
ECORFAN Journal-Mexico

ECONOMY

Additionally, Mexico City and Nuevo
Leon are the two states with the highest income
per capita nationally. In contrast, the five states
with the lowest FDI flows do not have a
position relatively close to the markets of the
United States or Mexico Valley position, while
three of them (Michoacan, Oaxaca and
Chiapas) are among the five states with lower
income per capita nationwide.

That is, FDI in Mexico tends to move to
regions with proximity to large markets and
increased purchasing power.

With respect to economic growth,
Figure 2 shows that this, in terms of GDP and
GDP per capita has been relatively unstable and
generally slow for an emerging economy.
Between 1994 and 2006, the gross growth
annual average of GDP and GDP per capita was
3.35 and 1.67 percent respectively.

Figure 2. economic growth of GDP and GDP per capita
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Graphic 2

Source: Elaborated by the author with information from
INEGI (2008)

Chart A2 shows the GDP and its annual
average growth between 1994 and 2006 by
state, it can be observed that entities with large
FDI flows as Nuevo Leon, Chihuahua and Baja
California Norte are among the ten states with
the greatest economic growth at a national
level.

ISSN-Print: 2007-1582- ISSN-On line: 2007-3682
ECORFAN® Al rights reserved.

August 2010 Vol.1 No.1 1-16

However, it also shows that Mexico
City, the state that captures more FDI at the
national level, is the second state with the
lowest annual economic growth average in the
period. Until this stage of the analysis, some
evidence that FDI tends to flow to regions with
greater access to larger markets and greater
purchasing power have been found. Moreover,
the preliminary analysis shows no clear
evidence that FDI tends to flow to regions with
higher economic growth, or, that FDIis
associated with higher levels of growth.

Figure 3 shows that the standard
deviation of the regional inequality rate (I)
tends to increase in the period, which is
evidence of growing income inequality between
regions in Mexico.

Furthermore, Figure 4 shows that the
average Gini coefficient has fallen by state
since 1998 and this is evidence that intra-
regional inequality tends to decrease. Overall
inequality has fallen nationwide since 1998, as
shown by the nationwide Gini coefficients in
Figure 5.

This indicates that the decrease in intra-
regional inequality has had a greater weight
than the increase in inter regional inequality
resulting in an improvement in general in the
income distribution nationwide in recent years.

Figure 3. Standard deviation of regional inequity rate (I)

8.000
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Graphic 3

Source: Elaborated by the author with information from
INEGI (2008) and CONAPO (2008)
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Figure 4. Gini coefficient rate by states
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Source: Elaborated by the author with information from
ENIGH of INEGI (several years)

Figura 5. coeficiente de Gini a nivel nacional
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Graphic 5

Source: Elaborated by the author with information from
ENIGH of INEGI (several years

Correlation graphics

Finally, this section presents graphs of
correlation between FDI per capita and
economic growth and intra-and inter-regional
inequality. Per capita numbers of the FDI are
used in order to balance the weight of the
population per state.
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Thus, a state with a small population,
which apparently gets little gross investment,
may have, in relative terms, high levels of FDI
per capita once weighted by population size; a
practical example is the case of Aguascalientes.
Figure 6 shows a relationship between FDI per
capita and GDP per capita, therein some
positive correlation between the two variables
is appreciated. In addition, Figure 7 shows that
the relationship between FDI per capita and
GDP growth is not entirely clear or consistent.

This correlation analysis corroborates
previous observations in the sense that FDI
tends to flow where there is higher income per
capita. In other words, more purchasing power,
and in the sense that there is no clear evidence
that FDI tends to flow towards the states where
there is greater economic growth.

Figure 6. relation between FDI per capita and GDP per capita
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Graphic 6

Source: Elaborated by the author with information from
INEGI (2008) and CONAPO (2008)
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and GDP growth
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Graphic 7

Source: Elaborated by the author with information from
INEGI (2008) and CONAPO (2008)

The relationship between FDI per capita
and regional inequality rate is presented in
Figure 8. In this case, the FDI difference
between regions is taken as an exogenous
variable, taking as a reference Mexico City. In
this way, it can be seen if the difference of FDI
per capita flows between regions has some
relation with the difference in per capita income
between them. Preliminarily we can observe a
slight positive trend in the relationship,
reflecting that a greater difference in investment
flows between regions is associated with
greater inter regional income inequality.

Figure 8. relationship between the FDI per capita variation
in regard to DF and the regional inequity rate (1)
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Graphic 8

Source: Elaborated by the author with information from
INEGI (2008) and CONAPO (2008)

The relationship between FDI and the
Gini coefficient are shown in Figures 9 and 10.
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In the first one, the database of Gini
coefficient is obtained from own calculations
and in the second one is obtained from Aguilar
(2008), these databases were previously
described. In both cases, a linear relationship is
observed, although it is unclear whether the
relationship has an inverse or positive trend.
Consequently,  through  this  preliminary
analysis, it is impossible yet to determine
clearly, if FDI increases or decreases the intra
regional inequality.

Figure 9. Relationship between FDI per capita and the Gini coefficient
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Graphic 9

Source: Elaborated by the author with information from
INEGI (2008), CONAPO (2008) and ENIGH of INEGI
(several years)

Figure 9. Relationship between FDI per capita and the Gini coefficient
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Graphic 10

Source: The FDI per cépita is calculated by the author
with figures from INEGI (2008) and CONAPO (2008).
The IN numbers are obtained from Aguilar (2008).
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In this section, we perform a parametric
analysis of the relationship of FDI per capita
with economic growth and income inequality
within and between regions; the analysis is
done using panel data techniques and the
econometric software Limdep.

The general model is as follows:
Y = ait + BFDIpcit + Uit )

Where Y is the endogenous variable and
can be an indicator of economic growth or
regional inequality, FDIpc is the Foreign Direct
Investment per capita and at the same time the
explicative variable, the subscripts t and i
indicate year and country respectively, uit
represents the residues and is assumed to satisfy
the white noise assumptions, ait IS the intercept,
capture the specific effects for each state and
period and can vary for each, depending on the
model type used, finally g is a parameter to be
estimated.

The estimation process begins with a
standard ordinary least squares regression
(OLS) assuming ait = a, this traditional
method, in particular, has the following
weaknesses: it assumes that the intercept is the
same for regions and periods and does not
control for effects specific. To confirm whether
the assumption of OLS method is feasible,
Lagrange multiplier test (LM) Breusch and
Pagan (1980) is applied. This test is based on
the residuals of the OLS regression. Under the
null hypothesis that ait = o the test is distributed
as a y?with one degree of freedom (Greene
2003).
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If the null hypothesis is rejected, then
proceeds the estimation of Equation 2 using
two panel methods that take into account the
specific nature of the regions and periods.

The first is the fixed effect method (FE),
this allows for variations in the intercept by
incorporating dummy variables and in this way
the specific effects of countries and periods can
be taken into account. The second is the method
of random effects (RE), in which differences
across regions and periods are captured by a
composite error term it that is described as wit
= & + V¢ + Uit where gis an unobservable term
that represents the component of the specific
error of regions. Vtis also an unobservable term
but in his case represents the component of
specific error of periods, and uit is the
component of the combined error of time series
and cross-sectional series. The RE method
assumes that & is not correlated with any
explanatory variable in the equation

In order to choose the method of FE and
RE, Hausman specification test (1978) is
applied. The null hypothesis of this test is that
the regressors and the specific random error,
not observable, are uncorrelated. If the statistic
of the test, based on an asymptotic distribution
22, rejects the null hypothesis, then the RE
estimator is biased and FE estimator is more
appropriate. Each model that points out the
connection between FDI and growth and
inequality variables is estimated by five
different methods, which are OLS, FE with
dummies for regions, RE with the specific error
component, FE with dummies for regions and
periods, and RE with specific error components
for regions and periods.
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Additionally, in each model the
corresponding tests of Hausman (1978),
Breusch, and Pagan (1980) are presented to
choose the right method. The results are
presented below:

Chart 1 shows the relation between FDI
per capita (FDIpc) and the economic growth
and income level, the GDP and the GDP per
capita (GDPpc) and the logarithms of both are
used as exogenous variables for such purposes.

The ML test rejects the null hypothesis
that ait = a in the four models, each one with a
different explicative variable.

By exploring which of the methods that
take into account variations in the coefficients
is more appropriate, we found that in all four
models, the Hausman test rejects the null
hypothesis that the regressor and the specific
unobservable random error are uncorrelated.
Since this is a strong assumption in the RE
method, then we conclude that the FE method
is more appropriate. This conclusion applies for
the regressions that take into account the
specific nature of the regions as well as those
that take into account variations in the
coefficients of regions and periods. It should be
noted that the two regressions in logarithms,
while providing for the ML and Hausman tests,
do not have significant coefficients when the
methods that capture variations in regions and
periods are applied.

The first and second equation, that use
the GDP and the GDPpc as endogenous
variables, are interpreted based on the estimated
model using FE with variations in regions and
periods to satisfy the respective tests and
having significant coefficients.
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The equation reveals that a variation of
one dollar in the GDPpc is directly associated
with a variation of approximately 20.37 million
of pesos in the GDP. Equally, the second
equation reveals that a variation of one dollar in
the FDIpc is directly related with a change of
2.22 pesos in the GDPpc. These results are
consistent with those shown in the preliminary
analysis and are robust because in the five
estimation methods, positive and statistically
significative coefficients at the one percent are
obtained. With this, it is confirmed that FDI
flows more towards regions with higher income
per capita. An explanation of this tendency is
because in these regions there are access to
markets with more acquisitive power, there is
greater supply of skilled labor and tends to exist
more provision of infrastructure.

Similarly, it is confirmed that GDP
tends to concentrate in the regions that boast the
highest GDP and this can be explained because
in these regions there is greater market
potential.

The last two equations, which contain
endogenous variables in logarithms, also have
positive coefficients, although these are not
significant in models that consider variations in
regions and periods, as previously commented.
This can be interpreted as FDIpc flows are
associated with higher economic growth, but
the relationship is not entirely robust. To
interpret the magnitude of the relationship we
take the coefficients of FE method estimates
with variations in regions because they are
consistent with both evidences presented and in
turn are statistically significant.
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A variation of thousand dollars in FDIpc
flow is associated with growth of 0.3 percent
and 0.2 percent of GDP and GDP pc
respectively, i.e. the magnitude of the
relationship is small.

\Variaciones en
regiones y periodos

\Variaciones en
\variable regiones

Endégena Mco EF EA EF EA

PIB 180,196.93 29,764.12  31,946.34  20,365.73  22,880.93
(0.000) * (0.000) * (0.000) * (0.000) * (0.000) *

ML (0.000) * (0.000) *

Hausman (0.000) * (0.000) =

PIBpc 19.574 4.125 4.513 2.223 2.508
(0.000) * (0.000) * (0.000) * (0.000) * (0.000) *

ML (0.000) * (0.000) *

Hausman (0.000) * (0.000) *

LPIB 0.00188 0.00028 0.00030 0.00002 0.00003
(0.000) * (0.000) * (0.000) * (0.308) (0.181)

ML (0.000) * (0.000) *

Hausman (0.001) * (0.000) *

LPIBpc 0.00109 0.00017 0.00019 0.00002 0.00003
(0.000) * (0.000) * (0.000) * (0.165) (0.051)

ML (0.000) = (0.000) *
Hausman (0.000) * (0.000) *

Chart 1 Relationship between FDI and income
levels and economic growth

Notes: exogenous variable is FDI per capita. P values in
parentheses. * Statistically significant at 1 percent.

Parametric analysis of inter-regional
income inequality is presented in Chart 2. The
equation shows the relationship between the
endogenous variable | with the FDlIpc
difference of each state in relation to the
Mexico City. The five estimates have positive
signs and only the estimated FE with variations
in regions and states is not significant. This
confirms that the larger the difference in
investment flows in states with respect to the
capital, the widest income gap between regions
and the capital. In other words, FDI has a direct
relationship with regional inequality.
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To interpret the magnitude of the
relationship, we use the equation estimated with
RE and variations in regions and periods. In this
case, we do not take the estimation of FE
because the coefficient is not significant, as
previously commented, and because the statistic
of the Hausman test has a p-value of 0.917,
which does not allow rejecting the null
hypothesis that the regressor and the specific
unobservable random error are uncorrelated. A
thousand dollar variation in the GDPpc flow
difference between the DF and the states is
associated with a growth of 0.3 percent in the
inter-regional income inequality. That is, the
magnitude of the relationship is not strong but it
is a robust relationship according to the
homogeneity of the results shown in Chart 2
estimates.

Variations in
regions and periods

Endogenous Variations in

variable —fegions
MCO EF EA EF EA
1 0.00019 *  0.00002 *  0.00002 * 0.00002 0.00002 *
(0.000) (0.000) (0.000) (0.165) 0.002)
ML (0.000) (0.000)
I (0.000) 0.917)

Chart 2 Ratio of the difference of FDI per
capita by state in relation to the CDM and the
rate of regional inequality (I)

Notes: exogenous variable is the difference of
FDI per capita by state in relation to the CDM. P values
in parentheses. * Statistically significant at 1 percent.

Finally, the parametric analysis of the
relationship between FDIpc and intra regional
inequality, measured through Gini coefficients
by state, is presented in Chart 3. The first
equation uses the Gini coefficient database of
Aguilar (2008), which uses 6 periods between
1994 and 2004, and 32 states, for a total of 192
observations.
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In the five estimates a negative sign of
the coefficients is obtained, however none of
these coefficients is statistically significant.
This suggests that there is a negative
relationship between FDI and inequality, i.e.
greater FDI flows, lesser inequality within
regions; however, this relationship is not robust
or systematic. This result confirms the lack of
clarity in the trend of the relationship between
these two variables shown in Figure 10.

The second equation uses the Gini
coefficients database obtained from own
calculations by the method of Yao (1999).
Although in this database the number of periods
and observations used is smaller, the time
horizon is longer, compared to the previous
database, since it extends from 1994 to 2006.

As in the estimates of the first equation,
in this case the coefficients of the five estimates
have a negative sign. However, the results are
more robust because three of the five estimates
have statistically significant coefficients.

To interpret the magnitude of the
relation we use the estimation through RE
method with variations in regions periods,
because it has a significant coefficient and
because the Hausman test does not reject the
null hypothesis. A thousand dollar increase in
the FDI per capita flow in a state is associated
with a reduction of 0.042 units in the Gini
coefficient.

The interpretation of this result is that in
the long term and after 2004, the Gini
coefficients in the states continued their
downward trend, while FDI remained at
relatively stable levels, which allowed the
inverse relationship between the two variables
to be stronger again.
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Variaciones en Variaciones en
Variable regiones regiones y periodos
Enddgena MCO EF EA EF EA
Gini
(Aguilar 2008) -0.00002 -0.00001 -0.00001 0.00000 -0.00001
(0.284) (0.562) (0.451) (0.927) (0.634)
ML (0.000) (0.000)
Hausman (0.882) (0.365)

Gini

(Yao 1999) -0.00003 -0.00010 * -0.00005 ** -0.00006 -0.00004 ¥
(0.121) (0.008) (0.034) (0.106) (0.082)

ML (0.000) (0.000)

Hausman (0.089) (0.533)

Chart 3 Relationship between FDI per capita
and the Gini coefficient

Notes: exogenous variable is FDI per capita. P values in
parentheses. * Statistically significant at 1 percent. **
Statistically significant at 5 percent. ¥ Statistically
significant at 10 percent

Conclusions

Through a descriptive analysis and an analysis
of panel data for the period between 1994 and
2006 it is shown that FDI tends to flow to
regions with higher income per capita and those
with a higher GDP.

This result is not consistent with
orthodox assumptions expressed in the liberal
thesis that form the base of neoliberal policies,
because it shows that FDI does not tend to flow
to regions with lower income to exploit
comparative advantage of unskilled and
abundant labor. Instead, FDI tends to flow to
regions with higher income per capita, with
more market potential and with higher levels of
development.

This trend is consistent with arguments
that supports the idea that FDI is determined by
the supply of skilled labor, proximity to major
markets, the availability of infrastructure and,
overall, higher levels of development.
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It is also noted that FDI is associated
with the growth of GDP and GDP per capita. In
this case, the result is consistent with liberal
principles, which maintain that investment
flows stimulate economic growth. Additionally,
the result is consistent with the growth model
constrained by the balance of payments, i.e.
FDI release the constraints to growth that could
result from the current account deficits.

However, it should be noted that the
relationship between FDI and growth is not
entirely robust because some of the estimates
made in the parametric analysis are not
significant. Additionally, the magnitude of the
relationship is small.

The analysis shows that investment
flows are associated with an increase in
inequality between regions. In contrast, FDI is
associated with a reduction in inequality within
regions, and there is evidence that this trend has
continued in the long term.

In other words, entities that receive high
amounts of FDI get benefits by reducing their
internal income inequality but increasing their
difference in a matter of income per capita over
the entities that receive lower investment flows
per capita.

The policies involved in this study are
discussed as follows: in marginalized regions is
required to improve infrastructure and promote
development to attract investment, it is also
important that in these areas stimuli and
programs to promote FDI flows be created.
This can reduce the differences in investment
flows between regions, promote more
homogeneous growth and reduce inter regional
inequality.
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In addition, to the extent that a little
benefited with investment flows state, start
capturing higher amounts of FDI, not only will
reduce their income per capita differences with
others, but also will reduce its domestic
inequality. In order to FDI achieve a greater
association with growth, it is important that this
flows in such a way that it can create productive
chains with the domestic industry, so it can
complement and promote production and not to
expel existent investment. To achieve this, it is
important to identify areas where additional
investment is required and create incentive
programs for attracting investment in these
sectors. For the FDI to strengthen its
redistributive effect, mechanism and conditions
must be created so this can flow to regions and
sectors with abundant non-skilled labor.

Likewise, FDI should be channeled to
high intensity productive processes of this
factor.

In this way, higher occupancy of
unskilled labor is achieved and its cost is raised,
which affects an increase in their income
through wage rises.

This policy is not advisable in the long
term  because it does not promote
industrialization and training of the workforce,
so it should gradually be complemented with
policies to attract investment with greater
capital intensity

Angeles G. The relation between foreign direct investment with the growth
and inequity of the income: a regional analysis for Mexico. ECORFAN
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Chart Al FDI flows by state

Source: Elaborated by the author with information from
INEGI (2008)
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Chart A2 GDP annual average economic
growth by state

Source: Elaborated by the author with information from
INEGI (2008)
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